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NOTES AND MEMORANDA 



RECENT BANKING AND CURRENCY 
LEGISLATION IN INDIA 

India has of late years seen vast changes; not only in her 
government, but in the field of banking and currency, too, far- 
reaching improvements have been made. The Government 
of India Act of 1919 is a noble experiment in constitution- 
making. The Imperial Bank of India and the Paper Cur- 
rency (Amendment) Act of 1920 are likewise landmarks in 
the progress of banking and finance in the country. The 
political event, however, has greatly eclipsed the economic. 
Away in America, something of the loud din of political con- 
troversy probably reaches, hushed and mellowed. Of factors 
that bring about a silent economic revolution, an attempt will 
be made here to present a sketch of the two most recent. 

The Imperial Bank of India came into being formally on 
January 27, 1921. It is not a new bank suddenly sprung 
up in the country. It is merely the three old presidency 
banks (easily first in magnitude and importance in the 
whole country) under a new name. Yet the amalgamation, 
if we would care to plod through papers and trace out the 
first suggestions which were made in 1836, has taken a long 
time to become a fact. The advantages were long foreseen, 
and the tardiness was due not so much possibly to sundry 
minor obstacles in the way, as to a dead weight of inertia to 
be overcome. With the amalgamation has come an increase 
in the capital of the bank. The authorized capital (of which 
one-half is paid up from the very start) is now just three times 
the aggregate for the three older institutions. The constitu- 
tion provides for a Central Board of Governors, with local 
boards at Calcutta, Bombay and Madras, and at such other 
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places as expansion of business will in future demand. 
Members of the local board are elected by the shareholders 
borne on the local register. It enjoys large powers of auton- 
omy and is an effective instrument for looking after local 
interests. In the composition of the Central Board, however, 
government has an important hand. As things stand at 
present, the proportion of government nominees to other 
members may be as high as 7 :9. The two managing governors 
are appointed by the government from recommendations by 
the Central Board, a fact which counts much. In reserving 
power to issue instructions which will be binding on the bank, 
the government has scored further points. The government 
has had to insure its voice in the management. To some 
extent, its large commitments in the bank necessitated it. 
But whether the dilution of official control has been too large 
or too small, time has not yet judged. 

Strangely enough, the least amount of change has been 
effected in the business of the bank. Here is a new bank 
carrying on its old work almost entirely; one is almost 
tempted to say, a new bottle with old wine. Briefly, the old 
presidency banks were precluded from conducting foreign 
exchange business, from borrowing or receiving deposits pay- 
able outside India and from lending for a larger period than 
six months, or upon mortgage, or upon the security of im- 
movable property, or upon promissory notes bearing less than 
two independent names, or upon goods unless the goods or 
the title to them were deposited with the bank as security. 
These restrictions imposed upon them in 1876 were perhaps 
justified in 1876 Dealings in foreign exchange, for instance, 
were a highly speculative affair. The ups and downs of the 
rupee in terms of the pound sterling defeated all calculations. 
At present we are having a taste of such whimsical wobblings, 
when the rupee is practically linked to silver. But this is, 
let us hope, only a passing phase. Since the introduction of 
the gold exchange standard (1893) the rupee has behaved 
well and dealings in foreign exchanges could no longer be the 
gambling affairs they used to be. Mr. Keynes in 1913 de- 
scribed the constitution of the presidency banks as exceed- 
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ingly out of date. In 1920 they had grown to be a veritable 
Procrustian bed for Indian banking to lie on. The Imperial 
Bank has escaped from the severe limitations in some re- 
spects. For the first time, permission has been given to have 
a London office and for borrowing in England for the purposes 
of the bank's business upon security of the assets of the bank. 
But it is not allowed to open cash credits, keep cash accounts 
or receive deposits in London except from former customers 
of the presidency banks. Buying, discounting, and selling 
bills of exchange payable outside India is allowed subject to 
general and special directions of the Governor-General in 
Council. 

The relation of the government to the bank will appear 
from the following agreements between them: 

1. All the general banking business of the government of 
India is to be carried out by the Imperial Bank of India. 

2. The bank will hold all the treasury balances at head- 
quarters and at its branches. This means a modification of 
the independent treasury system in India. The usual dis- 
tribution of the working balances of the government in 
India may be seen from the following table. 
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The amounts held in the reserve treasuries, consistently 
declining for some years past, now disappears altogether. 
The reserve treasury system is abolished. This is most 
welcome. The system meant the locking-up of considerable 
funds past all possibility of assisting the money market. 
Every rupee that may help, ought to help to lubricate the 
wheels of commerce and industry; everywhere, and more 
particularly in India. 
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3. Within five years the bank undertakes to open one 
hundred new branches, the government determining the 
location of one in four. The presidency banks — branches, 
head offices and all — were only 69 and a jump from 69 to 169 
in five years means a financial irrigation of very great promise. 
India is disgracefully backward in up-to-date banking facili- 
ties. The lesson of the bank failures of 1913-14 is that a 
mere rapid growth of banks that tvunble before the first 
panic, is not by itself a healthy sign. India needs both 
number and quality. The soundness of the branches of the 
Imperial Bank may be safely depended upon. As Mr. How- 
ard quotes, "it may not prove itself to be the long-sought 
talisman to charm the wealth of India from its hoards," 
but it will bring opportunities to the country districts, such 
as were never offered before. Meanwhile banking education 
will do the rest. 

4. The management of the public debt will continue to be 
conducted by the bank for a specified remuneration. 

5. The bank may transfer its funds through the govern- 
ment currency department free of charge. In return it is to 
transfer money between its branches for the public at rates 
controlled by the government. 

These are, in skeleton, the provisions of the Imperial Bank 
of India Act. It will be noticed that it is not a state bank. 
To people who dreamed of having in India a bank like the 
Commonwealth Bank of Australia, state-owned and state- 
managed, something other than the loaf they asked for has 
been awarded. A state bank today may or may not be an 
anachronism. It is not for this paper to discuss whether 
India should prefer it to a private institution. But there 
is evidence to prove that a splendid opportunity of banking 
reconstruction has been only poorly utilized. It is seldom 
that an occasion for banking legislation arrives and when it 
does, clearly, all that is possible should be got out of it. The 
government of India unfortunately forgot to make all the 
hay when it was sunshine. They have retained all the old 
restrictions upon the business of the presidency banks almost 
in toto. The aim has obviously been to make the bank as 
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strong, safe, and secure as possible. One ventures to think, 
however, that they have proceeded in the wrong direction, 
that some regulation of its reserves, instead of the regulation 
of its business, would have served the same ends better. All 
the world over banking control is being focused on the bank- 
ing reserve. If the reserve is not sound, no amount of narrow- 
ing down of its field of work would save the bank against a 
run upon it. Perhaps the need for cautious progress is greater 
in India, where banking habits are yet to grow, than else- 
where. But the constitution of the Imperial Bank of India 
is overcautious, which is to say, in other words, timid. The 
fetters upon its operations would, if anything, only operate 
against its winning the dominant place in the country's bank- 
ing structure that it is desired to have. Here at least real 
changes instead of tinkerings should have been made. 

The Imperial Bank, for all its pompous title and connection 
with government can hardly be called a central bank par 
excellence. It is certainly India's premier bank, but it is not 
India's Bank of England. The peculiarity of the banking 
system in India is that there is not much system in it. The 
European exchange banks and the Indian joint-stock 
banks, the two most important classes of banks here, more 
or less stand by themselves. Whether and to what extent 
they keep any part of their funds with the Imperial Bank, 
not even the latest banking Blue Book (which, by the way, 
serves only two-year-old facts and figures) discloses. There 
is no closely knit alliance between them and the Imperial 
Bank, which is more like a big tower among many smaller 
ones than like the crown and apex of one single structure. 
In strictness, therefore, it is not a bankers' bank. It is 
curious that across the Arabian Sea in the same year (1920) 
legislation, molding anew the South African banking or- 
ganization, did away with the system of scattered banking 
reserves there, but nothing was done in India. In this re- 
spect, the South African Reserve Bank seems to be ahead of 
the Imperial Bank of India. Of the other usual character- 
istics of a central bank, the right of note issue has not, tho 
early contemplated, yet been actually conceded to the new 
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bank. As regards management of government finance, in- 
deed, it has been more generously treated. But here, too, 
much more remains to be done. The remittance business 
between London and India is a most complex and uncertain 
one and the expedients that the government has from time 
to time adopted are both interesting and diverse. The gov- 
ernment would have been well-advised to hand over this 
extremely thankless and intricate duty to a body of experts, 
such as would be the Imperial Bank, if only to save them- 
selves from a flow of hot criticisms. 

Every student of Indian banking recognizes that there is 
still great room for improvement in it. The different ele- 
ments, none too alike in character, have got to be coordinated 
and a logical line of regulation, through control of reserves, 
adopted. It is painful to note a percentage of cash balances 
to total deposits so small as 2 per cent (Canara Bank, 
Mangalore, 1920), but such a ratio is not a rarity among the 
smaller Indian joint-stock banks. A law requiring more 
frequent publication of their balance sheets than the con- 
venient method of doing so once a year, that most of them 
adopt, could meet the situation to a great extent. Sooner or 
later fresh banking legislation is bound to come. 

We will not take much space to deal with the Indian Paper 
Currency (Amendment) Act of 1920. Briefly speaking, the 
note-issue system of India, like many another importation 
from that country, was formerly just a copying of the system 
in England, with the modification that the issuing agency 
here was the state instead of a bank. The new act has, 
principally, changed the method of holding the reserve from 
what Professor Kinley terms the partial deposit method to 
the proportionate deposit method. The provisions of the 
act state first that at least 50 per cent of the notes in circu- 
lation should be backed by metal. The old system of having 
a definite uncovered or fiduciary part and making the rest of 
the issue merely gold and silver certificates is changed and, 
all perhaps would agree, it is a change for the better. 

Secondly, the constitution and the locale of the reserve 
have been put on a permanent footing. The metallic reserve 
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may be held partly in India and partly in London. But the 
gold reserve held in London may not exceed rs. 5 crores in 
value (rs. 50,000,000). This is decidedly an improvement on 
the former plan of issuing notes in India and placing the 
reserve to an extent dictated by the whims of the existing 
government in England. A reserve is like a constabulary, 
says Professor Taussig. Its efficiency depends less on its size 
than on its readiness to respond to need. In the case of India, 
of course, a reserve held in London, six thousand miles away, 
is not so remote as it appears at first sight, since the arrange- 
ment of holding many different funds partly in England and 
partly in India and the system of frequent easy transfers and 
adjustments between them, cause really a reduction of the 
distance. Still a plea for holding the whole of the reserve in 
India stands on its own merit, as one worth putting forward. 
The act lays down that the security reserve, too, may, sub- 
ject to certain specifications as to the nature of the securities, 
be shared between the Secretary of State and the govern- 
ment of India. 

Thirdly, the act gives power to the Governor-General in 
Council "to issue currency notes up to rs. 5 crores in value 
against bills of exchange maturing within 90 days from their 
date of issue and under such conditions as the Governor- 
General in Council may, under general or special orders 
prescribe." This is to be more in the nature of an experiment 
than a set programme. But one hopes, in view of the ele- 
ment of elasticity and responsiveness to trade conditions 
that it introduces that the experiment will prove a success. 

Of these salient features of the new act that which will call 
forth immediate criticism from the American mind, used to 
bond deposits and a further cash fund of 5 per cent of the 
circulating notes, is perhaps the provision of a 50 per cent 
reserve. In India, too, there were strong currents of opinion 
against such a high rate, and it was considered that the 40 
per cent reserve recommended by the Babington Smith 
Currency Committee was both safe and economical. But 
here, as elsewhere, the comparative infancy of monetary 
growth in India, weighed considerably with the government 



190 QUARTERLY JOURNAL OF ECONOMICS 

and they have chosen to err on the side of overcautiousness 
than indulge in too much forwardness. The safety of the 
notes now is beyond all question. Elasticity and economy, 
two other virtues of a sound paper currency system, are also 
present. 

I shall end by putting in an abstract of the accounts, show- 
ing the constitution of the paper currency reserve on April 
7, the figures being the latest available. 

Total circulation of notes rs. 1,746,950,167 

Reserves: — 

Gold and silver (coin and bullion) in India rs. 1,017,684,327 

Gold and silver held in England and elsewhere . . rs. Nil 

Securities (purchase price) held in India rs. 650,793,571 

Securities held in England rs. 58,472,269 

Internal bills of exchange held rs. 20,000,000 

Rs. 1,746,950,167 
The percentage of metallic reserve to circulation is 58.25. 

Bhanoo B. Das Gupta. 
The Scottish Churches College, 
Calcutta. 



